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CFO compensation describes the remuneration of CFOs, which can be short-term and long-term oriented, cash based

and non-cash based, and fixed or variable. The design of CFO compensation is crucial to aligning the interests of the

CFO with the financial and non-financial interests of other stakeholders, making it an important corporate governance

tool. 
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1. Corporate Sustainability and CFO Compensation

Over the last years, a variety of different CS definitions have emerged. Some of these definitions understand CS as a

mainly ecological concern  or as the firm’s social responsibility . Others classify CS as the organizational concern

about the natural and social environment, including corporate economic activities . As there is no universal definition of

CS, we rely on the definition by Berger et al. (2007). They describe CS as “the integration of social, environmental, and

economic concerns into an organization’s culture, decision-making strategy, and operations”  (p. 133). Thereby, it is vital

to CS that its activities go beyond legal requirements.

As CS is generally non-financial, it is hard to measure the outcomes of its activities, which in turn hinders its successful

implementation. Also, investments into CS take time to show effect, which further increases the uncertainty of the

outcome. Due to this time lag, investments into CS are considered riskier than other possible investment options .

Still, two different theoretical perspectives are explaining why CFOs engage in CS.

The first theory is the stakeholder-agent theory by Hill and Jones (1992) . It gives two possible reasons for CFOs to

invest in CS. First of all, executives (in our case, the CFO) and the shareholders may have differing interests. Due to

executives having an information advantage compared to the shareholders, also called information asymmetries, the

shareholders cannot ensure that executives act in their best interest. Executives could have contrary interests and put

these above the shareholders’ interests, eventually leading to moral hazard. Moreover, the stakeholder-agent theory

describes executives as agents of other stakeholder groups, including non-shareholders or non-controlling stakeholders.

Thereby, executives are the only group of stakeholders that has direct control over the firm’s decision-making process.

Therefore, as executives enter a contractual relationship with all stakeholders, they must make strategic decisions and

allocate resources in the best interest of all stakeholders . The stakeholders’ interests can relate to the economic,

environmental, and social aspects of the firm’s performance . To ensure that these interests are included in the

context of strategic decision-making and resource allocation, the executives’ interests need to be aligned with the

stakeholders’ interests . This alignment of interests can be achieved by using an incentive-compatible management

compensation system that includes sustainability aspects by the stakeholders . Consequently, by linking the CFO

compensation with the company’s performance, CFOs might be more encouraged to invest in CS to maximize their

wealth and the firm’s performance simultaneously .

The second theory relevant in the examination of CFO compensation and CS refers to the institutional theory as proposed

by Scott (2005) . According to this theoretical lens, corporate legitimacy gives several economic and non-economic

advantages like a lower risk of incurring legal or social sanctions and better access to resources . To seize these

advantages, firms need to protect or enhance their legitimacy, which is possible by meeting the expectations of institutions

and stakeholders . These economic and non-economic advantages might then improve the firms’ long-term financial

performance . However, legitimacy requires a long time to develop since building relationships with stakeholders and

society takes time. Furthermore, additional time is needed to identify their expectations and to respond to those

stakeholder needs and the norms of society . Therefore, conditioning CFO compensation on the firm’s future financial
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performance might encourage the CFO to take actions that improve the relationships with stakeholders and society,

including CS activities.

2. Classification of CFO Compensation Components and Hypotheses
Development

CFO compensation at German firms can be split into three main compensation components: fixed, variable short-term,

and long-term compensation. In Germany, firms pay the largest portion of executive compensation as fixed compensation

. Fixed compensation usually includes the annual base salary of the CFO and fringe benefits. Several studies are

examining whether there is a positive  or a negative  relationship between CEO fixed compensation and CS. For

CFO compensation, empirical evidence in connection with CS is still missing. After Gray and Cannella (1997), with fixed

compensation, executives should be able to avoid damage from uncontrollable factors like market or industry shocks .

Furthermore, according to Hossain and Monroe (2015), fixed compensation is not significantly affected by short- or long-

term performances . Also, there are no prior studies to draw on further considerations.

Variable compensation can be divided into short-term and long-term compensation. Short-term compensation usually

rewards executives once a year according to the degree to which the CFO has achieved specific predetermined targets

successfully. Short-term compensation is focused on short-term benefits, which are generally in accordance with the firm’s

growth. This bonus is often paid out in cash or stock and is based on individual, group, or corporate performance . As

variable short-term compensation focuses on short-term financial objectives, the CFO could divert resources from CS .

Also, CS strategies require an engagement of several years to take effect and only return benefits after a rather long time

period . Therefore, investing in CS projects might harm the short-term performance of a firm because the resources of a

firm could be invested in different areas .

Most firms reward their executives with compensation packages that include one or more long-term components. These

components are calculated on long-term performance for periods between 2 and 5 years . Two main reasons for firms

to provide long-term compensation to their executives exist. First, by increasing the cost of leaving, firms want to bind

executives to them . Second, long-term compensation should help to accumulate resources and invest in activities that

are more likely to get a future competitive advantage . Therefore, firms use long-term incentives such as stock options,

long-term cash bonuses, phantom stocks, and restricted stocks. To distinguish those different long-term compensation

instruments, we use our classification inspired by the given data of Beck et al. (2020)  and the classification by

Claassen and Ricci (2015) . This subdivision of long-term compensation allows us to determine four different long-term

compensation types: pension compensation, multi-year bonus compensation, stock compensation, and stock option

compensation. Together with fixed compensation and short-term compensation, we distinguish between six different

compensation components (Figure 1).

Figure 1.  Classification of the different compensation components.  Figure 1  classifies the CFO compensation

components and outlines which components are long-term or short-term, fixed or variable, and cash-based or stock-

based.

In our study, the variable long-term compensation is divided into two types of compensation: cash-based compensation

and stock-based compensation. Cash-based compensation does not include any stake in corporate ownership, while

stock-based compensation provides an actual or potential stake in corporate ownership . Following Beck et al. (2020),

compensation can also be defined as stock-based compensation if its performance measures are only based on the firm’s

stock . Furthermore, in contrast to variable short-term compensation incentives, long-term compensation, independent

of the compensation component, should focus the CFO’s attention on long-term strategies with long-term objectives and,
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therefore, also on CS. Also, Hart (1995) states that firms committing themselves to CS activities have a higher chance of

experiencing worse short-term but better long-term performance than their competition .

The cash-based compensation is split into annual payments toward the retirement funds and multi-year bonus payments.

The yearly payments toward the retirement funds are usually called pension payments. The firm usually provides these

payments following a defined contribution plan. According to this plan, a specific contribution, amounting to a given

percentage of the CFO’s fixed salary, is granted annually to the CFO’s pension account. When retiring or if the CFO is

unable to continue with their duties for other reasons such as illness, the cumulated amount is paid to the CFO over a

certain time frame . Thus, pension compensation is primarily dependent on fixed compensation and the CFO’s

contribution.

The multi-year bonus payments depend on the performance over 2 or more years. In the beginning, a certain number of

weighted performance criteria oriented toward the firm’s sustainable growth is defined. Also, the corresponding amount

granted to the executive in the case of achieving one of the defined targets will be specified initially. At the end of the

period, the cumulated amount is paid to the executive. As we are not interested in the payment at the end of the period

but the yearly payments for achieving one or more of the defined sustainable long-term performance criteria, we use the

granted amount of the multi-year bonus payments collected by Beck et al. (2020) instead . Using the granted amount

per year, we measure the granted amount over a single year and not over 2 or more years. As the criteria for these

payments are sustainability-oriented, the CFO should be encouraged to invest in long-term initiatives, like CS

investments, and not act short-sightedly .

Stock-based compensation can be further divided into stock and stock options. Both stock-based compensations are also

multi-year compensations. Almost every year, a firm grants a specified quantity of stocks or stock options to its executives

for a certain time frame. The time frame differs from 3 to 5 years, depending on the firm, and the amount of the granted

stocks or stock options depends on one or more specified performance objectives. The value of these stocks or stock

options is contingent on the firm’s end-of-year stock price . Stock compensation provides an actual stake in

corporate ownership in the form of stocks . Also, stock-based compensation usually includes a vesting period of

several years where the executives can only sell the stock or stock options when they meet specific performance criteria

. The use of stocks containing the transfer of ownership to the CFO as a compensation measure (stock compensation)

might encourage the CFO to be more risk-averse . Therefore, the CFO may be less likely to invest in CS projects as

these tend to be associated with substantial cash outflows (e.g., for pollution control), eventually making them

economically unattractive and thus risky . On the other hand, however, the CFO’s reputation may be tied to the firm if

the CFO has a significant stake in corporate ownership. Consequently, the CFO may be motivated to engage in more

sustainable, responsible behavior and invest more in CS activities .

In contrast, stock option compensation provides only a potential stake in corporate ownership in the form of granted stock

options. They are not real stocks but give the executive the right to purchase the specified, granted amount of firm stocks

at a specified price for a limited time . As the use of stock options as a means of compensation may reduce the CFO’s

risk aversion, the CFO should be more likely to invest in risky projects that would be rejected otherwise . For example,

Sanders and Hambrick (2007) support the claim that stock option compensation has a positive relationship with higher

levels of investments that require a commitment of several years .
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